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My name is Leslie Mills.

I am Chairman of the

Committee on Federal Taxation of the American Institute of

Certified Public Accountants.
The American Institute of CPAs is the national

professional organization of practicing CPAs in this country.

It has over 43,000 members, and the Committee on Federal
Taxation, of which I am Chairman, is a large committee with

representatives from all over the country rendering pro
fessional services to all kinds of American business, large

and small.

Because of the limited time we have had for

study of the Revenue Act of 1962, I would like permission to

submit within a few days a detailed analysis of the major
sections of the Bill.

I can thus conserve the time of the

Committee by emphasizing in my presentation,now particular
aspects of some of the major provisions which cause us concern.

Our detailed statement will expand on my comments today,

and in particular will present our observations on what appear

to us to be technical deficiencies in the bill, with sugges
tions for Improvements.

SECTION 2
I would like to comment first on Section 2, provid
ing a credit for investment in certain depreciable property.

In testimony before the Ways and Means Committee
last May, my committee expressed opposition to the credit in
the form proposed in the President’s Tax Message.

Our objec

tion was based in part on the belief that the proposals

were unnecessarily complicated, erratic in application,
difficult

to apply, and presented so many problems of admin

istration that the already complex tax structure would be
further complicated.

It is our opinion that the investment tax credit as

set forth in H.R. I0650 is a satisfactory version of an
allowance for stimulation of growth in investment and produc

tive plant and equipment.

It should be recognized that the

tax credit is in no way a substitute for over-all reform of
depreciation policies and practices, and that your Committee

will recognize that its enactment should not be taken by
the Treasury Department as justification for delay in its

announced program for depreciation reform and recognition of
the Inadequacy of present depreciation practices.

With respect to the related Section 14, gains from
disposition of certain depreciable property, we have been

on record for some years that the statute should be amended
to limit the capital gains classification of dispositions

of such property.

Such limitation should not, however, fail

to recognize that under some circumstances such gains do
not reflect recovery of excessive depreciation, but rather
-2-

are the result of inflation and decline in the value of
the dollar.

More important, we believe that adoption of

Section 14 should be on the basis that it is a part of over

all depreciation reform, which we think is the most important

opportunity for stimulation of investment in new plant facil
ities .

SECTION 4

With respect to Section 4, disallowance of certain

entertainment, etc., expenses, we share the concern of the

Treasury Department as to abuses which have become evident
in this area.

However, after careful consideration, we believe

that legislative revision of the scope proposed is neither
necessary nor desirable, and that continuation of the present

very evident increased enforcement activities of the Internal
Revenue Service, together with revision of the rules for sub

stantiation of expenses, will solve the problem.

The

administrative problems under present law are admittedly
difficult, but most taxpayers and the Internal Revenue Service

are finding that they are not insoluble, and we believe that
the difficulties would be enhanced rather than reduced by
the new conceptual proposals before you.

Corrective legislation should not be the occasion for
creating structural flaws that deal unfairly with business

taxpayers or discriminate among taxpayer groups.

The bill

in its present form contains substantial elements of discrim

ination, especially against small taxpayers.

The proposed

prohibition against entertainment activity not " directly
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related to the active conduct of the taxpayer’s trade

or business” will prevent much of the activity that the
small taxpayer uses legitimately in business furtherance

and development.

This prohibition is less significant to

the large, well-established taxpayer.

In addition, the

exceptions to the prohibition tend to operate in favor

of the larger business; some of the exceptions relieve

larger businesses of possible nondeductibility of expen
ditures that the average small business is not able to afford.

To the extent that taxpayers would be forced to pay enter
tainment expenses out of capital funds, instead of as

deductions from income, the small and Inadequately capital
ized company would be seriously handicapped.
With respect to the substantiation requirement,
we recognize that the present court-made rule has presented
a difficult administrative obstacle to the Internal Revenue
Service and we recommend that the force of the rule be

eliminated.
At the same time it should be recognized that the rule

stemmed originally from the difficulties of substantiation
in an area where record-keeping tends to be burdensome and

inexact.

The elimination of the rule should not be in terms

that create a burden greater than that in existence before
the rule was established.

Where a taxpayer’s record of

expenditures might not be adequate, the requirement as to
evidence of those expenditures should be responsive to the

circumstances under which they were made.

In our detailed

statement we offer further comments on modification of the
substantiation rules.

-4-

Finally, we wish to point out that the introduction
of new conceptual tests which will permit subjective adminis

trative interpretation and possible harassment of taxpayers,
can only result in serious complications and further controversy

in an already complex area.
SECTION 19
We recommend that Section

19,

providing for withholding

of income taxes both on interest and dividends, be rejected.

We recognize that there is under-reporting in this area, and
that this constitutes a serious danger to the structure of
our self-assessment tax system.

However, our conclusion is

based on two considerations.
First, we believe that developments now under way
can be counted on to narrow the underreporting gap to manage

able proportions.

This being so, the burden on the government

and the business community resulting from the proposal in
Section 19 of the Bill would be unreasonable in the light of
the benefits which might be achieved.

Second, we believe that from an economic viewpoint,
the cost to be Incurred by both business enterprises and
the Internal Revenue Service will minimize to a large extent

any increased revenues which would not already be forthcoming
as a result of other measures.

Over the past few years, the Internal Revenue Service
has been actively engaged in a publicity campaign, through

news releases, speeches by the Commissioner and others, etc.

warning all taxpayers to examine their reporting practices

to be sure that all taxable Income, including specifically
-5-

dividends and interest, is reported currently in tax returns.
The business community, particularly large corporations which

pay most of the dividends involved, has cooperated whole

heartedly in this activity, and it seems obvious that these
steps have already had a material effect.

Furthermore, the

Internal Revenue Service is actively engaged in installing
its Automatic Data Processing System, which will provide in
the greatest detail information as to dividends and interest

paid, with complete identification of the taxpayers.

We are

aware that even under these modern electronic systems, there
will still be a burden on the Internal Revenue Service in

associating the information supplied with the taxpayers in
volved, and that in practice a complete followup of this material

will not be possible.

However, we think it crystal clear that

the considerable publicity given to the capabilities of these
reporting systems is by itself having a very significant effect

on taxpayer compliance, and that by this activity alone the
under-reporting Is being greatly reduced.

The Service is

making strenuous efforts to inform the public, even outside
the regions scheduled for installation of these systems in
the near future, of the capabilities of its Automatic Data

Processing System.

It should be noted that the Service is

so confident that this publicity will result in much greater
compliance, that it is informing the public that they must ex

amine past practices and conform to the law; Indeed, it is

inviting taxpayers to take voluntary action now to correct
returns already filed and has advised them how to do this.

-6-

As a matter of fact, we believe that the campaign to warn

people of the capabilities of the ADP system can by itself
Improve compliance to a greater degree than the Service
actually accepts as obtainable.

With respect to the burdens on business, we believe
that the business community is just

beginning to realize

the extent of the problem which they will face if Section 19

is enacted.

The proposal in the President’s Tax Message of

last year was for a simple withholding system at a single

rate on all payments of dividends and interest Involved.
The business community was assured that it would not be faced

with complications of identification and exceptions, even to
the extent that it would not have to identify the taxpayer

from whom tax was withheld.

Out of concern for the problems

of the many taxpayers who actually owe no tax on their divi
dends and Interest, or who because of circumstances would find

that excessive tax was withheld, the House of Representatives
enacted special exemptions and exceptions.

This action has

the effect of making the proposal, in general, highly objection
able from the standpoint of cost and difficulty.

It should be

understood that even a single exception creates by itself an

enormous problem for business, particularly those dealing with
large numbers of stockholders or creditors.

Automation is not

confined to the Internal Revenue Service, and in fact many large
organizations have necessarily installed electronic or similar

equipment for disbursing dividends and Interest.

The requirement

in the present proposal for distinguishing between taxpayers

-7-

who will be allowed to report to the payor that they do not
expect to owe tax, or taxpayers from whom withholding must

not be made merely because of their age, will in large measure

destroy the efficient effectiveness of already installed
and operating procedures for disbursing the payments.

It

is equally obvious that the policing of these exceptions
by the Internal Revenue Service will be an enormous problem.
The result will be a grafting of a procedure on our tax system,

with heavy costs and administrative burdens, to solve a prob
lem which is clearly becoming less material.
While we recognize that the exceptions are designed

to provide equity, we think that if a withholding system is
to be enacted, at the very least the burden of these exceptions
should be solely on the Internal Revenue Service.

(continued on page 9)
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FOREIGN PROVISIONS
Finally, I wish to comment on the various sections

of the Bill affecting taxation of foreign income and ac
tivities of U.S. citizens and business enterprises abroad.

In our opinion these provisions are by far the
most important proposals in the Bill, with respect to their

significance to the national welfare.

The United States

has spent many years and many billions of dollars restor

ing the economies of the countries of the Western World,

with the intended result that we are now living in a world

of vigorous competition in international trade.

We have

encouraged countries abroad friendly to us to group to
gether to improve their competitive position, and the Congress

is even now considering authority to further promote freer
exchange of goods and services across international borders.

In accordance with clear national policy, we have encour
aged our country’s businessmen to take a leading part in

developing the economies of the free world.

The success

of our private enterprise system in world trade is completely

apparent to everyone.
The foreign income and related sections of H.R.10650

seem specifically designed to cripple our international
trade at the very time when circumstances which our country

had a large part in creating make it increasingly difficult
for our private business organizations to maintain and

develop their positions abroad.

—9-

The effect of these proposals on the revenues may
very well not produce the hundred million dollar revenue

gain which the Joint Committee on Internal Revenue Taxation
estimates.

These sections will force American business

operating abroad to limit their activities, and in many

cases reorganize them merely to maintain their position.
In fact it has been our observation that even the threat of

these changes in the Internal Revenue Code has already

seriously hampered further expansion by U.S. enterprises

in the foreign field.

It seems to us abundantly clear that

enactment of these provisions will result in significant
net revenue losses and injury to our national economy,

rather than the revenue gain predicted.

In fact, these

proposals appear designed not to raise revenue, or to avoid
improper manipulations ( we believe present law with some
relatively unimportant amendments is entirely adequate to

prevent such abuses, and the Internal Revenue Service is

right now engaged in a vigorous enforcement effort) but

rather to direct by government fiat the type of business
and manner of operation of American free enterprise outside
the United States.

In our detailed statement to be submitted, we shall
expand our comments on the new and untried concepts proposed
to be introduced into the Internal Revenue Code, the violence
done to the spirit and intent of 21 bilateral tax conventions

approved by the Senate, applicable to 44 countries of the free
world, and the onerous and apparently impossible burdens of

reporting and record-keeping to be imposed on the business
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community.

At this time I suggest only that the apparent

intent and certainly the effect of these provisions will be to
put U.S. businesses abroad in a most unfavorable position
with competing business operating in the same areas.

The theory back of the proposals seems to be that an

American-controlled enterprise operating in a foreign country
should be treated on the basis of its competitive situation
vis-a-vis a similar U.S. enterprise.

This is not only

totally unrealistic, but in fact the new proposals penalize
the foreign enterprise.

Most American businesses operating

abroad, and certainly those which are producing the greatest
revenue for our economy, are doing business abroad only

because they are unable for many reasons to adequately supply
foreign markets from this country.

Such businesses are

competing for the same markets sought by foreign enterprises

operating in these areas.

A local enterprise starts off

with a competitive advantage against any outsider, a fact of

business life which is obvious to any European enterprise
that tries to break into the American market.

Thus at the

very least an American enterprise which wishes to enter a
foreign market should be allowed to compete on the same basis
as its competitors already in that market, with the advantage

of local ownership and management.

With the growth of

country groupings in Europe and elsewhere (for example the
European Common Market) the concept of a local market is

rapidly expanding across national borders.

Some of the

provisions in the Bill Impose tax penalties merely as the re
sult of organizing to compete in the Common Market group or
similar economic groups.
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Not the least of the evils which would plague
business if these sections are enacted is the authority

given to the Treasury Department to make unilateral deter

minations affecting the tax burden of the domestic corporation.
In many provisions authority is given to the Administration,

including the Treasury Department, to make unilateral deter
minations, from which no appeal appears possible.

As one

example,a formula is provided for allocating income under

certain circumstances, with a further provision that inter
company prices may be determined on an arm's-length basis.

However, determination of the arm's-length character of
transactions is subject to rather rigid rules which may not
give effect in every case to all of the pertinent factors.

Moreover, if such arm's-length determinations by the tax

payer are not satisfactory to the Treasury Department, that
Department through its agents can determine the allocations
which in its sole judgment are proper, without any oppor
tunity for an impartial appraisal.

This and similar approaches

to these most difficult problems leave American business

operating abroad entirely at the mercy of our bureaucracy.
This uncertainty alone will surely cause
to restrict operations abroad.

American business

It certainly creates no climate

for new expansion.
I might also refer here briefly to another area cal
culated to produce uncertainty, difficulty and unfair burdens

on United States taxpayers.

To a large extent, the provisions

taxing U.S. shareholders on Income of foreign corporations

are couched in terms of "earnings and profits."
is undefined in the Internal Revenue Code.
-12-

This term

Moreover, there is

no hint or suggestion as to the rules to be followed.

It

is not even clear that the U.S. tax rules will be applied in
determining "earnings and profits".

However, assuming U.S.

rules will apply, American taxpayers, upon whom the burden

has been thrust to make the determination, must attempt to

restate "earnings and profits" with no guides as to the
effect to be given to such items as depreciation, net opera

ting losses, and many other points peculiar to United States

taxation.

This merely illustrates a few of the many com

plications which will arise from the introduction of wholly
new concepts and terminology.

Much has been said about the favorable effect of
these proposals on our balance of payments, and on utiliza

tion of American labor.

Both of these assertions have been

refuted by witnesses who appeared before the Ways and Means
Committee representing the American business community,
and our experience confirms these analyses.

We believe

that a major effect of the provisions would be to enrich
the treasuries of foreign governments who would be quick to
revise their income tax structures to capture for themselves

the revenues which these provisions are Intended to bring

to this country.
I have endeavored to point out that the complexities

in this area, and in other parts of the Bill, are by them
selves serious.

business.

The very existence of uncertainties hampers

Adding these complexities to the already complic

ated problems of doing business abroad will have the effect

of discouraging many small businesses from expanding into

the international trade area.

The legislative history of the
-13-

Bill in the foreign income area emphasizes this important
problem.

Business enterprises have been forced to consider a

regular series of proposals throughout the past year, and each one
has required the immediate initiation of planning to avoid the

severe and haphazard penalties which would be incurred under
their present organization and manner of doing business.

The

latest proposals are only a few weeks old, and it cannot be
expected that the picture is at all clear for the many organ

izations, large and small, which will be vitally affected.

Yet

the most basic provision, with respect to income of controlled

foreign corporations, would become effective less than nine

months from now, and presumably just a few months after the final
form of the provisions are known if they are approved by the
Congress.

The far-reaching provisions concerning liquidation

and sale of stock would become effective upon enactment.

At

the very least, therefore, businesses should have more time to

turn around and re-organize their activities to avoid possible
destruction of their interests.

It seems particularly in

appropriate to legislate such far-reaching, new and untried
concepts in our tax structure at the very time when the Treas

ury Department is on record as preparing to release in the
near future proposals for a basic reform of the tax structure.

We urge this Committee to consider the serious Impact

of these proposals on the future expansion of American business

in the field of international trade.

We urge the Committee to

eliminate from this Bill the proposals for taxing U.S. share

holders on unremitted and unrealized income from legitimate
businesses - businesses which carry the American free-enterprise
system to the far corners of the world.
-14-

SECTION 2

CREDIT FOR INVESTMENT IN CERTAIN DEPRECIABLE PROPERTY
1.

SECTION 2 - GENERAL COMMENTS

The investment tax credit as set forth in H.R.10650 is a

satisfactory version of an allowance to stimulate growth and in
vestment in productive plant and equipment.

It should be re

cognized that the tax credit is in no way a substitute for overall
reform of depreciation policies and practices.

Also, its enact

ment should not be taken by the Treasury as justification for

delay in its announced program for depreciation reform and
recognition of the Inadequacy of present depreciation practices.
In the interest of assisting the Senate Finance Committee

in considering specific provisions, should the Committee decide

to adopt a credit for investment in depreciable property, we pre
sent below several technical comments.
2.

SECTION 2(b) - PROPOSED SECTION 46(c)(3)
PROPERTY USED BY PUBLIC UTILITIES

Property used in regulated public utilities
should be entitled to the same credit as
property used in other Industries.
Utilities are competitive with other industries which

will receive the full credit; it seems only fair that there
be a uniform application of the credit.

Furthermore, granting

the same credit to utilities will tend to stimulate expendi

tures for construction in utility operations contributing to
the goal of increasing capital investment.
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It should be noted that granting an incentive to cus
tomers of utilities to build their own power plants could result

in creation of unnecessary duplicate facilities and inhibit the
orderly growth of the controlled utility industry.
3.

SECTION 2(b) - PROPOSED SECTION 46(d)

LIMITATIONS WITH RESPECT TO CERTAIN PERSONS

The Instructions with respect to which the credit is

limited are generally those which have special bad debt allow
ances and those which are allowed to deduct distributions to

participants.

If the special bad debt allowances are proper,

either as representative of needed reserves or as a method of

reducing the Impact of taxation, there is no reason to reduce
the credit otherwise available.

In the case of institutions

allowed to deduct distributions, the apparent purpose is to
avoid the double taxation that would prevail in the absence of
the deduction.

This amelioration of double taxation should

not stand in the way of allowing the proposed credit against

any portion of single tax that the institut
ion is required to pay.
4.

SECTION 2(b) - PROPOSED SECTION 48(a)(1)(B)

SERVICE INDUSTRIES AND STORAGE FACILITIES

Provision should be made to include in the defin
ition of "Sec. 38 property” tangible property of
service Industries and storage facilities used
for finished goods.

Section 48(a)(1)(B) should be amended to cover service
industries and storage facilities used for finished goods.

While

the House Committee report (page 11) notes that such facilities

as grocery counters qualify, it does not appear that they fall

within the statutory definition of”sectlon 38 property”.
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5.

SECTION 2(b) - PROPOSED SECTION 48(a)(3)

PROPERTY USED FOR LODGING

Property used in the business of furnishing
lodging should be entitled to the same treat
ment as other property.

Property used predominantly to furnish lodging or
in connection with the furnishing of lodging is specifically
excluded from the definition of section 38 property.

It

would appear that the exclusion would extend to property

used for housing workers at a new manufacturing plant where
adequate facilities are not available.

It seems it would be

necessary in this situation for taxpayers to prove that the

property in connection with lodging is an integral part of
manufacturing, production, etc., under proposed section
48(a)(1)(B)(i).
6.

SECTION 2(b) - PROPOSED SECTION 48(c)(2)(D)

ALLOCATION OF PARTNERSHIP CREDIT

Provision should be made for allocating the
credit on qualified investments of a partner
ship.
The proposal should be clarified with respect to

the method of allocating the total tax credit generated by
partnership investments to the partners.

We recommend legis

lative provision for such allocation.
7.

SECTION 2(b) - PROPOSED SECTION 48(d)

CERTAIN LEASED PROPERTY
The right of the lessor to a separate election
with respect to each item of leased property
should be made clear.
It is not made clear whether or not the lessor may
elect separately as to each item of leased property.
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Unless

the provision is clarified, the Secretary may rule that each

lessor must make a single election with respect to all leased
property.

Such a ruling would seriously restrict the leasing

business.

Provision should be made for taxpayer who leases prop

erty from the Government to obtain the credit.

It frequently

is in the best Interests of the Government procurement agencies
to hold title to productive property from the beginning,
although for all practical purposes the taxpayer contractor

initiates the purchase and has full control over the property.

8.

SECTION 2(c) - PROPOSED SECTION 381(c)(23)

CERTAIN CORPORATE ACQUISITIONS
The right of an acquiring corporation to any
unused credit of the transferor should be
made clear.

In its present form, the proposal states that the ac
quiring corporation shall take into account the items required
to be taken into account for purposes of proposed section 38

in respect of the distributor or transferor corporation.

This

rule is stated to apply to the extent proper to carry out
the purpose of the applicable sections and under regulations to
be prescribed.

It should be made clear that any unused credit

of the transferor is to be available to the acquiring corpor
ation in all events.
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SECTION 3

APPEARANCES, ETC., WITH RESPECT TO LEGISLATION

1.

SECTION 3 - PROPOSED SECTION 162(e)

PAYMENTS TO INFLUENCE LEGISLATION
Expenses incurred to defeat or promote
legislation should be deductible if the
purposes therefor and the methods used
do not violate federal or state laws and
the expenses are otherwise deductible.
This should include payments to influence
public opinion.
We call your attention to Recommendation # 6, page

of our booklet of Recommendations for Amendments to the In

ternal Revenue Code which was submitted to the Congress on
February 28, 1961.

With respect to Code sections 162 and

212 it was recommended that:

"Expenses incurred to defeat or promote legis
lation should be deductible if the purpose
therefor and the methods used do not violate
federal or state laws and the expenses are
otherwise deductible.

"The Regulations bar the deduction of expenditures
incurred for the promotion or defeat of legislation
without making any distinction between proper and im
proper expenditures and regardless of whether the
expenditures are otherwise ordinary and necessary
under the circumstances. The law itself does not
seem to prohibit the deduction of such expenditures,
but Regulations prohibiting it have been in effect
so long that the courts hold that they have the
effect of law.
"In recent cases, the U.S. Supreme Court has upheld
the disallowance of expenses incurred to defeat legis
lation which, if adopted, would have completely el
iminated the taxpayer’s trade or business. The ex
penses were not illegal or immoral and were clearly
necessary to preserve the very existence of the tax
payer's trade or business.
"The Congress and other legislative bodies frequently
invite testimony of professional and business leaders
when they are considering legislation. We believe
the taxpayers not only have the right but have an
obligation to express their Informed opinions and
share their experiences with legislators and the
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public generally. When such activities bear a close
relationship to the taxpayer's trade or business or
to other activities engaged in for the production
of income and the methods employed are legal and
moral, the expenses thereof should be deductible
for income tax purposes.”

Proposed section 162(e) seems unduly restrictive since

it prohibits expenditures for the promotion or defeat of legisla
tion which attempt to encourage the public to take a position
with regard to a matter.

While informing legislative bodies is

important and in the public interest, it is equally desirable

that administrative agencies and the public be informed as to
legislative or constitutional matters.

It should be made clear

that expenses related thereto are deductible, if ordinary and

necessary under the circumstances.
Whether our recommendation is or is not adopted we

believe that the wording of the Bill should be changed to elim
inate the requirement that the expenditure be of "direct" Interest

to the taxpayer.

The requirement of a "direct" connection with

the taxpayer’s business may give rise to unnecessary disputes

with the Internal Revenue Service.

It should be sufficient if

the expenditure meets the normal "ordinary and necessary" test

applicable to other business expenses.
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SECTION 4

DISALLOWANCE OF CERTAIN ENTERTAINMENT,ETC. EXPENSES

1.

SECTION 4 - PROPOSED SECTION 274

LESS SEVERE LEGISLATION IS REQUIRED
We agree that widespread abuses of entertain
ment expense deductions should not be tolerated
and that any legislation should be sufficient
to provide adequate statutory strength for ef
fective administration. However, past abuses,
which resulted in a large measure from inadequate
administrative activity, should not be used as
justification for changes that deal unfairly with
business taxpayers, discriminate among taxpayer
groups, and introduce difficult and untried con
ceptual tests which lend themselves to subjective
administration and which may be used for harass
ment of taxpayers by revenue agents.

Widespread abuses should not be tolerated. A dis
tinction should be made between dramatic examples of

relatively extreme abuses that represent exceptions to
the general pattern and widespread abuses that constitute

a general pattern in themselves.

It is our observation

from dealing with the affairs of many different taxpayers
that abuses of entertainment and travel expense deductions

have not been as great or as widespread as might be in

ferred from the material presented to the House Ways and

Means Committee by the Secretary of the Treasury.
pattern is one of substantial compliance.

The

Unfortunately,

extreme exceptions have been used to suggest a pattern

of non-compliance.

Changes in the law should be confined

to those necessary to prevent widespread abuses; occasional
extreme abuses can be dealt with administratively.
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Entertainment and travel expenses are not improper or
immoral. Some of the arguments made in favor of the new pro
posals are extreme; for example, it has been stated that the

proposals will strengthen the tax structure and also the moral

fiber of our society.

We do not agree with any implication

that the present rules regarding entertainment and travel
expenses are improper or immoral.

Proper entertainment ex

penses made to maintain good relations with present customers

and to foster amicable relations with prospective customers
should be deductible.

Frequently, travel and entertainment

expenses are another form of advertising and when based on
good business judgment, represent a reasonable attempt to in
crease revenue which in turn should increase taxable income.

The obvious desire of entertaining those whose favor is
sought can be seen in the numerous official functions which

our government and other governments conduct in order to main
tain and to improve international relations.

Surely no

reasonable person would suggest that such expenditures are
not in the national interest.

In similar fashion, expenditures

made to foster legitimate business interests should not be
disallowed arbitrarily.

On the other hand expenditures which

lack a reasonable relationship to the conduct of the business

should not be deductible.
Legislative changes should be made to the extent necessary

to permit effective administration .

A large part of the

present problem stems from Inadequate and Ineffective past

administration of the law with respect to entertainment and
travel expense deductions.

While the law should be adequate
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from an administrative viewpoint, it should not be so stringently
drawn as to overcompensate for past administrative failures.
The inadequacies of past efforts are illustrated by the stepped-

up activity of the Internal Revenue Service in recent months

in obtaining more detailed information from taxpayers, in im

proving audit activities in connection with entertainment and

travel expense deductions, and in developing more cases

against deficient, negligent, and fraudulent taxpayers.

This

suggests that much of the problem might have been solved in

the past by administrative action and that continued emphasis
on similar administrative efforts may provide partial answers

in the future without infringing unduly on the freedom of

taxpayers to make sound

business decisions.

Corrective legislation should not be the occasion for
creating structural flaws that deal unfairly with business

taxpayers or discriminate among taxpayer groups.

The Bill

in its present form contains substantial elements of discrim

ination, especially against small taxpayers.

The proposed

prohibition against entertainment activity not "directly

related to the active conduct of the taxpayer's trade or

business" will prevent much of the activity that the small
taxpayer uses legitimately in business furtherance and develop

ment.

This prohibition is less significant to the large,

well-established taxpayer.

In addition, the exceptions to

the prohibition tend to operate in favor of the larger
business.

Exceptions described in proposed section 274(d)

(2), (5) and 6 relieve the large business of possible non
deductibility of expenditures that the average small business
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is not able to afford.

To the extent that taxpayers would

be forced to pay entertainment expenses out of capital funds,

instead of as deductions from income, the small and inad
equately capitalized company would be seriously handicapped.

In any event, difficulties of administration should
not be used as the reason for enacting what for many taxpayers

would be punitive legislation.
Serious complications will result from the introduc
tion of new conceptual tests that will permit subjective

administrative interpretation and possible harassment of
taxpayers by Internal Revenue agents.

Taxpayers already

are faced with the extreme proliferation of a tax law that is

top-heavy with technical complexities and, at the same

time filled with conceptual obscuriti
es that lend themselves
to subjective Interpretation.

Section 4 of the Bill is

particularly faulty because it would add a number of concepts
that would present new battlegrounds for haggling between

taxpayers and the Internal Revenue Service and would require
substantial litigation before they could be interpreted
adequately.

As presented in the Bill and explained in the

report of the Ways and Means Committee, they would permit
subjective interpretations that could only result in harass
ment of taxpayers.

It is our view that in this whole problem

of entertainment and travel expense deductions, too little
has been said of the many occasions on which taxpayers have

been unable to obtain deductions (to which they were entitled)
because of their unwillingness or Inability to engage in
lengthy contests to maintain their rights.
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These problems will be accentuated

by new require

ments for determining whether expenditures are "generally

considered to constitute entertainment, amusement, or recrea

tion;" whether they are "directly related to the active
conduct" of the business; whether they are more or less than
one-half for the furtherance of the business; whether the

specific evidence as to their having been made is adequately

more "sufficient" than in the past; and whether the travel
portions are sufficiently "reasonable" in addition to being
ordinary and necessary.

We believe adequate corrective

legislation could be written without the necessity of rely
ing to this extent on obscure concepts that can only cause

difficulties in the future.
2.

SECTION 4 - PROPOSED SECTION 274

LEGISLATION SUGGESTED
Improvements in the structure of the law can be
made that will substantially correct its weak
nesses for administrative purposes without unduly
inhibiting legitimate business activities.
Such
Improvements would include the proposed prohibition
against business gifts and, with some modification,
the proposed abandonment of the Cohan rule. They
would also include a requirement of a primary
relationship between entertainment expenditures and
business furtherance.
Business gifts - Proposed section 274(b).

We believe

that a dollar limit on business gifts Intended to satisfy the

personal, living, or family needs of an individual is entirely
appropriate.

Recognition should be given, however, to the

fact that some so-called business gifts carry actual or implied

advertising message and are Intended for use on business
premises or in connection with business activities.
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Where they

are thus business related they represent instruments of

sales promotion of lasting value and cannot be duplicated by
other forms of advertising.

To the extent that they meet

these qualifications there should be no arbitrary dollar limit.

Substantiation requirements - Proposed section 274(c).
Although the Cohan rule has long been established as a theo
retically reasonable approach to expense substantiation, it

has been increasingly clear that the presence of the rule

represents a difficult administrative obstacle to the Internal
Revenue Service.

Therefore, the force of the rule should be

eliminated.
At the same time it should be recognized that the rule

stemmed originally from the difficulties of substantiation

in an area where record-keeping tends to be burdensome and
inexact.

The elimination of the rule should not be in terms

that create a burden greater than that in existence before
the rule was established.

Where a taxpayer’s record of

expenditures might not be adequate, the requirement as to
evidence of those expenditures should be responsive to the cir

cumstances under which they were made .

The language of the

Ways and Means Committee report suggests that corroborating
evidence in connection with the amount, time, place, date
and description of an expenditure must be specific and direct

in order to be considered sufficient.

This is a very burden

some and unrealistic requirement and may encourage taxpayers

to fabricate supporting records.

If evidence is offered with

respect to each occasion for expenditure, circumstantial
evidence should be sufficient as to details of the expenditure
provided that there is direct evidence as to the time, place,
and date of the general occasion.
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It should be recognized also that incidental expendi

tures are almost impossible to support.

Although the

possibility of a de-minimis rule is recognized in the Ways

and Means Committee report

the establishment of such a

rule for incidental expenditures should be directed in the

statute.
Disallowance of expenditures for entertainment expenses
should be limited to those that are not primarily related to

the furtherance of the taxpayer's business. The prohibition

against entertainment expenses not directly related to the

production of income (as that prohibition is explained in the

Ways and Means report) presents too sharp a departure from
established business practices.

The problems that have arisen

in this connection in recent years have for the most part
been in situations where there was only a tenuous relationship
between the expenditure and the general business objectives

of the taxpayer.

This situation should not be permitted.

On

the other hand it is going too far in the opposite direction

to use language that would prohibit deductibility for all

practical purposes except where an Income-producing business
relationship already has been established or is likely to be

established following the occasion for the expenditure.
To deny a deduction for goodwill expenditures infringes
on the business judgment of the taxpayer.

To say that he may

make those expenditures but not deduct them means that to that
extent he must pay tax on his gross income instead of on his net.

Expenditures for goodwill which may at times seem large in
amount frequently result in revenue and taxable Income which
also is large.
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There should be adequate opportunity for administrative

control if, in addition to the elimination of the Cohan rule,
the law were changed to require that in order to be deductible

expenditures for entertainment should be primarily related to

the furtherance of the trade or business.

Adoption of this

approach would also permit the elimination of most of the ex
ceptions of proposed section 274(d).

3.

SECTION 4(a) - PROPOSED SECTION 274(a)(1)(A)

ACTIVITY

Subjective tests as to activities "generally con
sidered" to constitute entertainment, etc., and
"directly related" to the active conduct of the
business Introduce uncertainties that will result
in extensive litigation.
The subjective tests as to activities "generally con

sidered" to constitute entertainment , etc., and"directly related"
to the active conduct of the business introduce uncertainties
that will result in extensive litigation.

If they are to be

retained, they should be described in terms that will be mean

ingful.

In fact, the difficulty of arriving at such a description

is one reason for not adopting these tests in the first place.
It is not sufficient to say that there must be a "greater degree
of proximate relation" than required under present law or that
there will have to be "more than a general expectation of de

riving some income at an indefinite future time."

The arguments

that will be Created by statements such as these will be endless.

If the "directly related" test is retained, the appor
tionment of expenditures between those directly related and

those not directly related to the active conduct of a business

would prevent deduction for expenditures that are for business
furtherance and not in any sense personal.
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Thus expenditures

for guests invited to a function intended primarily for fur

therance of the business would not be deductible unless one

of the specific exceptions of section 274(d) is met.

This

approach seems unwarranted.

4.

SECTION 4(a) - PROPOSED SECTION 274(a)(1)(B)
FACILITY
The requirement that a facility be primarily
for furtherance of a business could place ad
ministrative expediency ahead of equity.

While it is reasonable to require that an expenditure

be primarily for the furtherance of a business, it is not fair

or reasonable to ignore the fact that the acquisition of a

given facility may require an outlay that may be useful for
both business and personal purposes without departing from
standards of propriety.

Failure to accord such recognition

merely results in placing administrative expediency ahead of

equity.

While there may be some de-minimis use below which

business use of a facility should not be recognized, that

point certainly is not at the 50 percent level.

5.

SECTION 4(a) - PROPOSED SECTION 274(d)(4),(6) and (7)

SPECIFIC EXCEPTIONS

Less demanding substantiation rules should be
provided for reimbursed expenses in connection
with services performed for someone other than
an employer — The exceptions for reimbursed ex
penses and for attendance at business meetings
should be equally applicable to partners — Clar
ification is needed whether attendance of a
business-related meeting not conducted by an
exempt organization falls within the exception
for expenses of attending meetings of business
leagues.
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PROPOSED SECTION 274(d)(4)(B) - EXCEPTION FOR REIMBURSED
EXPENSES
The exception for reimbursed entertainment expenses in con

nection with services performed for someone other than an

employer applies only where the taxpayer reports to the other
party with the same degree of substantiation as would be called

for by proposed section 274(c).

This degree of substantia

tion departs completely from reasonable business practices.
The reporting burden to taxpayers in the business of rendering

services to clients and customers would be prohibitive and
should be unnecessary in view of the natural policing that
occurs in business arrangements conducted at arm’s length.

Less demanding substantiation rules should be provided for this
purpose.

PROPOSED SECTIONS 274(d)(4) and (6) EXCEPTIONS FOR PARTNERS
The exceptions for reimbursed expenses and for attendance

at business meetings should be equally applicable to partners.
This will be a particular problem of large partnerships with
extensive operations throughout the country.

PROPOSED SECTION 274(d)(7) EXCEPTION FOR EXPENSES OF ATTENDING MEETINGS OF BUSINESS
LEAGUES

This exception is entirely appropriate except that by not

going far enough it may be Interpreted to mean that a businessrelated meeting not conducted by an exempt organization will
not be subject of an exception.

The question may be raised as

to whether the deductibility of expenses of attending technical
business conferences without such sponsorship will depend on
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whether the conferences were directly related to the con

duct of a trade or business in that they were productive of
business income.

6.

SECTION 4(b) - PROPOSED AMENDMENT TO SECTION 162(a)(2)
TRAVELING EXPENSES

Applying a new test of reasonableness for meal
and lodging expenditures in travel status
merely provides a new area of interpretation
and litigation. A better corrective measure
would be to reintroduce the ordinary and nec
essary test to expenditures of this type.
The principal difficulty with present section

162(a)(2) is that the entire amount of meal and lodging ex

penditures is viewed as deductible without regard to the
relative necessity of the amount expended.

All that is nec

essary to correct this situation is to re-introduce the
ordinary and necessary test to expenditures of this type.

Ap

plying a new test of reasonableness would merely provide a

new area of interpretation and litigation that should not be
necessary.

The desired effect could be accomplished without

hardship to taxpayers by changing the present parenthetical

clause of section 162(a)(2) to read "(including expenditures
for meals and lodging)".

7.

SECTION 4(c)

EFFECTIVE DATE
The effective date should be advanced to December 31,

1962.

In view of the many new and subjective tests that will

require considerable clarification by regulation and consider
able adjustment by taxpayers to the recordkeeping requirements,
the effective date should be advanced to December 31, 1962. The

effective date should not be keyed to the date of promulgation
of regulations since it would be unwise to force undue haste in
the resolution of these difficult interpretative problems.
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SECTION 5

AMOUNT OF DISTRIBUTION WHERE CERTAIN FOREIGN

CORPORATIONS DISTRIBUTE PROPERTY IN KIND

1.

SECTION 5 - GENERAL COMMENT
FOREIGN CORPORATE SHAREHOLDER NOT ENGAGED IN TRADE
OR BUSINESS IN THE U.S.
The proposal should apply to distributions
of property in kind to a foreign corporate
shareholder not engaged in trade or business
in the U.S.

In the case of distributions in kind by foreign
corporations to corporate distributees, this section treats

as dividend distributions the fair market value of the property

This provision embodies, in part, Recommenda

distributed.

tion #15, page

15,

of the Recommendations for Amendments to

the Internal Revenue Code submitted to the Congress on Febru

ary 28, 1961.

The amendment should also include similar

provisions regarding distributions of property in kind to a

foreign corporate shareholder not engaged in trade or business

in the U.S.

This additional change was included in the rec

ommendation since the distributions to foreign corporate
shareholders are not generally subject to the dividends received

deduction.
2.

SECTION 5 - GENERAL COMMENT

REDUCTION OF EARNINGS AND PROFITS
Provision should be made for reduction of the
earnings and profits of the foreign corpora
tions by the amount required to be included in
the gross Income of the distributee under pro
posed section 1248.
No provision is made for reduction of earnings and prof
its of the foreign corporation by the amount required to be Included
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in the gross income of the distributee as is provided in proposed

section 1248 with respect to amounts previously included in the
shareholder ’s income under proposed

section 951.

Proposed

section 1248(b)(3) makes such a provision, but only for the

purpose of proposed section 1248(a).

The proposal should take

into account amounts includable in gross income of distributees

by reason of the application of proposed section 951.

Other

wise, earnings and profits will in some cases be taxed twice

to the U. S. shareholders.
3.

SECTION 5(d) - PROPOSED AMENDMENT TO SECTION 902(a)
CREDIT FOR FOREIGN TAXES
It is inequitable to limit the amount of the distribu
tion in kind to the lesser of the adjusted basis of
the property (in the hands of the distributing corp
oration) or its fair market value.

Proposed section 5(d) provides that for the purposes of
computing the foreign tax credit, the amount of the distribution

in kind is limited to the lesser of the adjusted basis of the
property (in the hands of the distributing corporation) or its
fair market value.

This is an inequitable limitation on the

amount of the foreign tax credit available.

The credit should

be determined by reference to the fair market value of the
property, rather than the lower of the adjusted basis or fair

market value, to the extent that fair market value is the
measure of U. S. tax.

4.

SECTION 5(e)

EFFECTIVE DATE
The effective date should conform to other sections
of the Bill.
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The effective date provisions of section 5 should

be equated with those of other sections of the Bill so that
amounts taken into income under the provisions of the Bill

in excess of amounts which would be taxed under existing
law are limited to earnings accumulated after December 31, 1962.

SECTION 6
ALLOCATION OF INCOME BETWEEN

RELATED FOREIGN AND DOMESTIC ORGANIZATIONS

1.

SECTION 6 - AMENDMENT OF SECTION 482
AMENDMENTS SHOULD NOT BE ADOPTED

This proposal attempts to inject a mechanical
computation as a means of allocating income in
order to make what is essentially a subjective
determination. The amendment to section 482 is
unnecessary because that section as presently
written is broad enough to accomplish the re
sults which the proposed amendment is designed
to achieve. According to the explanations in
the House Committee report, this provision
seems to be aimed primarily at U.S. corporations
with foreign subsidiaries. However, it would
apply equally to domestic subsidiaries of foreign
corporations and would present almost insuperable
problems in its attempt to allocate income on
a mechanical basis.

Present law allows the Secretary or his delegate to

distribute, apportion, or allocate gross income, deductions,
credits, or allowances between taxpayers where he deter

mines that such an approach is necessary in order to

prevent the evasion of taxes or to more properly reflect
the Income of the various businesses.

The present law,

by its generality, allows a determination to be made under
the facts and circumstances most appropriate to the situ

ation Involved.

Any method which attempts to substitute a mechanical
approach to the determination of the propriety of the report

ing of Income between related groups must of necessity
create, undue hardship in some Instances and unintended benefits

in others because all businesses are not conducted on the

same basis, and accordingly, any set of standards developed
for one business will obviously be inappropriate for a
different business.
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The proposed addition to section 482 would require

allocation of income based primarily upon a three factor for
mula.

The provision does state that the method of allocation

may also give consideration to other factors including the
special risk of the market, but such consideration is com
pletely discretionary.

It is possible that special risk

and other factors giving rise to higher sales prices in the
foreign country will not be recognized by the Commissi
oner.

It would appear that the taxpayer would have no redress if
the Commissioner refused to recognize special risk and other

factors.

Again, it is also possible that the Income with re

spect to a particular product will not be determinable by an
allocable ratio of the three factors considered.

While the

domestic corporation may have rather substantial Investments
and incur substantial costs within the three areas, the foreign
operation may not be different than the product mix of the

domestic corporation.
The so-called safeguards provided are largely un

realistic and can be expected to be ineffective.

Basically,

they provide that if an alternative method can be produced
by the taxpayer which will satisfy the Secretary or his dele

gate that it will clearly reflect Income, then it shall be
used; or, on the other hand, if it can be demonstrated that

arms-length price was arrived at then no adjustment will be
made.

The ”arms-length” possibility is not expected to af

ford much relief because it is unlikely that there might be

similar or comparable products sold to unrelated persons as
required.

A further limiting factor on the so-called protective
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clauses is the provision that no amount will be allocated to

foreign organizations whose assets, etc, located outside the

United States are grossly inadequate for its activities out

side the United States.

It appears that should such a situa

tion exist no amount of income would be allocated to a foreign

organization even though a suitable alternative method might

be found or an arms-length price established.

This "grossly inadequate assets test" could encourage
a manufacturer to Increase operations in foreign countries and
discourage the manufacture of products in the United States.

This may provide the incentive that some domestic manufacturers
need to remove themselves from the current domestic wage prob

lem thereby Increasing the problems confronting the economy.
It appears that any method used in determining sales
prices to foreign subsidiaries could be attacked.

It is not

unreasonable to assume that in almost all cases the Commissioner

will take the approach of applying the mechanical tests outlined

in this proposed amendment.

The realities of prices and costs

in the foreign market must be substantiated by the taxpayer
and circumstances may not allow him to carry his burden of

proof.
The enactment of this provision would be a deterrent

to the Investment in the United States by foreign corporations
because of the obstacles which would be presented by attempts

to reallocate Income to U. S. subsidiaries of foreign companies.
Foreign corporations would be reluctant, and in many cases,
would find it impossible to make available information necessary

for a reallocation of income under the terms of the proposed amendment.
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The amendment provides that foreign taxes applicable to

income reallocated to a domestic corporation shall be considered

as having been paid by the domestic corporation.

The House Com

mittee report indicates that income so reallocated is not to be

considered as foreign income for purposes of determining the

foreign tax credit limitation.

This is inequitable since in

most situations the domestic company would derive no benefit
from the foreign tax credit unless such income is considered to

be income from foreign sources which it actually would be under
the circumstances.

If the credit is not allowed to the domestic

company the excess taxes paid would, in effect, be taxed in the
United States and could never be realized because it has been
paid to a foreign country.

Finally, the effect of the proposal may produce
an unintended result.

For example, in a group of organizations

consisting of one foreign organization and two domestic organ
izations, the proposal may be construed to apply to transactions
which involve only the two domestic organizations.

Certainly

this interpretation of the proposal is not intended and the

statute should be clarified to prevent it.
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SECTION 7
DISTRIBUTION OF FOREIGN PERSONAL HOLDING COMPANY INCOME

1.

SECTION 7 - PROPOSED AMENDMENTS TO SECTION 552 AND SECTION 556
DEFINITION OF FOREIGN PERSONAL HOLDING COMPANY

The proposed 20 percent "gross income test"
for purposes of defining a foreign personal
holding company is too low; it may create un
intended hardships.
Present law should be
retained.
Present law taxes the income of foreign personal

holding companies to certain U.S. shareholders only if 60
percent (or in certain circumstances 50 percent) of the in

come of such corporation is from foreign personal holding
company income sources.

Under the Bill, the foreign personal

holding company income will be taxed proportionately to the
shareholders if it represents 20 percent or more of its income.

The 20 percent determination is too low and present law should

be retained.

Situations may develop where temporarily unprofit

able operations will cause otherwise nominal income from
personal holding company sources to exceed the 20 percent

limitation.

In this situation, the domestic shareholders could

be placed in an awkward position where income cannot be dis
tributed because of working capital restrictions
other reasons dictated by foreign law requirements.

or for
These

shareholders will pay a tax on Income which they cannot enjoy
currently, or which they may never enjoy.
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SECTION 9

DISTRIBUTIONS BY FOREIGN TRUSTS

1.

SECTION 9 - GENERAL COMMENT
We favor the principle of equating the tax
position of beneficiaries of foreign trusts
with that of beneficiaries of domestic
trusts.

It is difficult to envisage a purpose for the

creation of a foreign trust for the benefit of a

United States person other than the avoidance of tax
which

would have been payable by the beneficiary had

the trust been created in the United States.

2.

SECTION 9(c) - PROPOSED AMENDMENT TO SECTION 666(a)

PERIOD OF THE THROWBACK
If the period of throwback for a foreign
trust is to exceed 5 years, then the period
of throwback should be similarly extended
for domestic trusts.
Conversely, if the
5-year period is appropriate for domestic
trusts, the same period should be applicable
to foreign trusts.
In the interests of uniform treatment and

minimization of complexities of administration, we be
lieve the same period should apply to both foreign and

domestic trusts.

3.

SECTION 9(e) - PROPOSED SECTION 669(a)
ELECTIVE TAX COMPUTATION
We see no reason for interjecting a second
alternative method of computing the tax
attributable to receipt of an accumulation
distribution from a foreign trust.

This additional alternative made available only

to beneficiaries of foreign trusts is presumably a relief
measure designed to even out the Impact of varying accumula
tions from year to year and to eliminate the necessity of accumulating
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data with respect to early years.

If the period of throwback

is made the same for foreign and domestic trusts, and even if
not, we see no justification for mitigating the burden for the

beneficiaries of foreign trusts.

A uniform rule applicable to

all taxpayers is certainly to be preferred over further exceptions.
4.

SECTION 9(g) - PROPOSED SECTION 6677
CIVIL PENALTY FOR FAILURE TO FILE RETURN
A civil penalty would be imposed for failure
to file a return under proposed section 6047
regardless of whether failure to file was
due to "willful neglect".
Section 7203 of
present law imposes sufficient penalty for
willful failure to file a return.
An additional penalty should not be imposed because of

other penalties already in the Code.

5.

SECTION 9(j)
EFFECTIVE DATE
The postponement of the effective date of
the application of the amendments to ac
cumulation distributions made in the first
taxable year after enactment appears to
offer an opportunity for avoidance in the
case of some foreign trusts if the proposals
are enacted.
The proposed amendment to section 665(b) would not

allow exceptions to accumulation distribution treatment in the

case of foreign trusts which are now available to domestic

trusts.

This treatment of distributions of foreign trusts will

not become effective until the year of the foreign trust be

ginning after the date of enactment.

Thus, in the case of a

calendar year foreign trust, it would have until the end of
the year to make distributions which would not be affected

by the proposed changes.

If the distribution could be excluded
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under section 665(b), the beneficiaries would be taxed only
on the distributable income of the current year.

Some trusts

could qualify, others not, and the difference could be the
purely fortuitous circumstance of attainment of age 21 or

birth of a beneficiary or the fact that the trust had been
in existence more than 9 years.

We believe that the pro

posals, if enacted, should all be applicable to distributions
made after the date of enactment.
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SECTION 11

DOMESTIC CORPORATIONS RECEIVING DIVIDENDS
FROM FOREIGN CORPORATIONS

1.

SECTION 11 - PROPOSED AMENDMENT TO SECTION 902
AND PROPOSED SECTION 78
GROSSING-UP FOREIGN DIVIDENDS
The proposal known as grossing-up foreign dividends
is unwarranted and unfair.
In certain instances the
proposal would require the payment of U. S. tax on
a portion of the subsidiary’s earnings never re
ceived by the domestic parent company.
It will
provide little additional revenue to the U. S. and
will discourage Investments in less developed
countries (contradicting the stated aims of the
Administration).

Present law requires domestic parent corporations
to Include dividends actually received from a foreign sub
sidiary.

As proposed, the recipient corporation must include

in taxable income the amount of dividends actually paid plus
the amount of Income tax paid by the foreign corporation on

earning the distributed amount.

Thus, the proposal would

impose U. S. tax on a portion of the foreign subsidiaries
earnings never received by the domestic parent corporation.

This can be Illustrated by the following:

Assume a foreign subsidiary has earnings of $100,000,
pays $20,000 in foreign taxes and $80,000 in dividends.

Dividend
U. S. tax before credit - 52%
Less foreign tax credit 20% of dividend
U. S. tax after credit
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Present
Law

Proposed
Law

$80,000
41,600

$100,000
52,000

16,000
25,600

20,000
32,000

In relation to the subsidiary’s earnings of $100,000,
the aggregate tax is $45,600 or 45.6 per cent under present
law ($20,000 foreign tax + $25,600 U. S. tax) and 52 per cent

under proposed law ($20,000 foreign tax + $32,000 U. S. tax).
However, the aggregate tax rate under present law based on the
amount of the dividend actually received also is 52 per cent
or $41,600 ($25,600 U. S. tax + $16,000 foreign tax; i.e.,

$80,000 ÷ $100,000 x $20,000 = $16,000), equalling the U. S.
rate (52 per cent of $80,000 equals $41,600).

It should be

noted, that the computation of the U. S. tax under the pro
posal ignores the $20,000 foreign tax actually paid and re
quires the computation to be made on the basis of the full
$100,000 earnings of the subsidiary rather than on the dividend

of $80,000 actually received by the domestic parent.
It seems to us that the existing method of computing
the foreign tax credit is reasonable and should not be changed.
The credit provision was first introduced into the law in 1918.

Its purpose was to subject the actual dividends received

on

foreign investment to no more than the effective U. S. rate of
tax.

One of the arguments raised in support of the grossing-

up provision is that it would achieve equality of taxation be
tween the foreign subsidiary and the unincorporated foreign
branch.

We believe the urge to achieve such equalization is
not realistic since the circumstances are different.

For

example, foreign subsidiaries are not entitled to certain bene
fits allowed to foreign branches of domestic corporations; foreign

losses suffered by a branch are deductible from the domestic
corporation’s profits.

It should be noted that the effect of the proposal is
to increase the U. S. tax on dividends from corporations located

in foreign countries where such countries impose a tax rate of
less than 52 per cent.

It could be expected that any additional

revenues to be obtained from grossing- up must come out of
dividends from foreign subsidiaries in countries with low tax

rates.

Generally, this would mean the less developed countries.

The result may be that the grossing-up proposal will discourage

the locating of foreign investment in these countries thereby

contradicting the stated aims of the Administration to encourage
investments in less developed countries.

Finally, the proposal could adversely affect U. S.
revenues where the foreign tax rate exceeds the U. S. tax rate.

In this situation grossing-up would produce a greater excess
credit with respect to the dividend, which could be applied

against tax on other income from the same country or against

tax on income from another foreign source under the "over-all”
limitation.

2.

SECTION 11(b) - PROPOSED SECTION 78

DIVIDENDS RECEIVED
The proposal will have substantial effect on
the tax status of U.S. corporations apart
from the effect on the foreign tax credit itself.
The provision of proposed section 78 treating taxes

deemed paid as dividends received for all purposes of the
Internal Revenue title (other than section 245) can have sub

stantial effects on the tax status of United States corporations
quite apart from the effect on the foreign tax credit itself.

For example, the increase in dividend income and gross Income
which would be caused by the proposal can result in a corpor

ation becoming a personal holding company or a foreign personal
holding company.

Other results might be loss of Western Hem

isphere Trade Corporation status and increases in the amount
of allowable charitable contributions.

Recognition should

be given to these effects by providing for exceptions to the
treatment as dividend income.
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SECTION 12
EARNED INCOME FROM SOURCES WITHOUT THE UNITED STATES

1.

SECTION 12(a) - PROPOSED AMENDMENT TO SECTION 911(c)(4)
AMOUNT EXCLUDED FROM GROSS INCOME

It is inequitable to have mere passage of time
as the controlling factor in the determination
of the amount excluded from gross income.
Section 911(c)(4) proposes to deny exemption to any
amount received after the close of the taxable year follow

ing the taxable year in which the services to which the

amounts are attributable are performed, even though the amount
would otherwise qualify as exempt foreign earnings.

It appears inequitable to have the mere passage of
time as the determining factor.

Financial condition of

the employer may cause delay in receiving payment, and an
unscrupulous employer may use this time limitation as lever

age to settle a dispute with a former employee to whom wages

are still owed.
An individual’s taxable year terminates upon his demise,
hence the requirement that the amounts, to be exempt, must
be received within”the taxable year following the taxable
year in which the services ....are performed” could deny
exemption to an amount received by a decedent’s estate (or

heirs) only shortly after the decedent performed the services.

For example:
A decedent, who reports his Income on the calendar
year, terminates his foreign employment on Decem
ber 31, 1963.
On January 2, 1964, he dies, and two
weeks later a participating bonus relating to the
last year of decedent’s employment is received from
the employer.
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Since death terminated the employee’s taxable year on
January 2, 1964, subsequent receipt of the bonus will be

denied exemption because of having been received "after

the close of the taxable year following the taxable year

in which the services.... are performed".

The credit for

estate tax paid on the value of the bonus will frequently

give only partial relief.
2.

SECTION 12(a) - PROPOSED AMENDMENT TO SECTION 911(c)(5)

AMOUNTS NOT EXCLUDABLE
It seems illogical to deny exemption of any
amount received as a pension or annuity, al
though the amount is attributable to earnings
which meet the exemption limitations of section
911(a).
Since a pension or annuity is paid from a fund of
savings which, in a manner of speaking, was accumulated out

of the employee’s exempt foreign earnings, it seems illogical

to allow the employee exemption of the portion of the
foreign earnings (within the

specified maximums) currently

received and to deny exemption to the portion of the earnings
received after retirement.

It would seem more logical to

include the amount of the pension contribution with the

other earnings currently paid to an employee and subject
the combined amount to the $20,000 or $35,000 limitation,
and allow exemption to the pension or annuity payments ascrib

able to these earnings.
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SECTION 13

CONTROLLED FOREIGN CORPORATIONS

SUMMARY

SECTION 13 SHOULD NOT BE ENACTED
We believe that the principles of Section 13 have
no place in our tax structure, and that it should be deleted

entirely.

Its new concept of disregarding the corporate en

tity of entirely legitimate organizations would impose un
warranted burdens on American-controlled businesses operating
abroad.

It not only would constitute an unwise change in

long standing principles of the U. S. tax system, but would
violate the spirit and intent of bilateral tax conventions
negotiated and approved by the U. S. Senate.

It will do

injury to our foreign commerce, including exports from the

U. S. and will substantially reduce tax revenues and injure
our balance of payments on a long standing basis.
Amplification of our views on Section 13 begin on
the following page.
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SECTION 13
CONTROLLED FOREIGN CORPORATIONS

COMMENTS IN DETAIL

1.

Section 13 will discourage foreign commerce and reduce

exports from the United States.
The Committee on Ways and Means adopted on February 1,
1962 a far less drastic approach to the solution of the

"tax haven” problem than is now contained in Section 13 of
the Bill.

We believe that the February 1, 1962 approach,

with adequate enforcement by the Revenue Service under present
and proposed information procedures would effectively stop

"tax haven" abuses which concern the U.S. Treasury and which
we do not condone.
The approach used in Section 13 of the Bill as passed

by the House, does not limit Itself to tax abuses but affects
all business operations abroad, Including long-established

legitimate enterprises which under no circumstances could be

classified as tax abuses.

This broad approach can only lead

to discouragement of U.S. private Investment abroad with

serious consequences to the U.S. economy.

It will interfere

with normal commercial transactions of U.S. businesses operat
ing abroad through subsidiary operation and with international
commerce generally, including U.S. exports.

As one example,

if a United States corporation had Canadian and French

subsidiaries, the U.S. corporation would apparently recognize

"foreign base Income" from a transaction whereby the Canadian
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subsidiary sold goods to the French subsidiary, and the
French subsidiary in turn sold to an unrelated person in
Germany.

With the existence of the European Common Market,

there will be many such transactions made in the normal

course of business.

In order to mitigate the penalties of application of
the "foreign base company income" provisions to normal
legitimate sales transactions, it would be necessary for

a domestic corporation to incorporate a subsidiary in each
of the foreign countries of the world where they may cur
rently or subsequently make sales.

Moreover, where, as is

frequently the case, it is necessary to establish a separate

subsidiary for political, legal, or other non-tax business
reasons, the receipt of income in the form of dividends from
such subsidiary would result in immediate attribution of

income to the ultimate 10% U.S. shareholder - unless the
dividend is invested by the foreign parent corporation in
a trade or business in a less developed country within 75

days of the year end.

Certainly these arbitrary rules will

affect a great many normal commercial transactions and have
an adverse effect on U.S. foreign trade.
2.

Section 13 introduces an entirely new and unwise concept

into income tax law by disregarding the corporate entity
where legitimate American foreign businesses are conducted

through foreign corporations.

It has been said that the corporate entity can be ig
nored where it is found to be a "sham".

However, Section 13

of H.R. 10650, in effect, adopts an entirely new concept

51

because it ignores the corporate entity whether or not it
is a "sham" and imputes to a U.S. shareholder income earned

by a presumed "controlled” corporation whether or not it
can or does distribute such Income to its shareholders.

More

over, arbitrary rules are set up to define "control" of a
corporation by designating any 50^ plus American owned foreign
corporation (owned by five or less U.S. shareholders) as

a

"controlled" foreign corporation and any 10% American owner

of such corporation a "controlling" stockholder.
Imputing of income to shareholders, in other than
"sham"situations, is a tax principle that has no precedent

in the Income tax system of any economically advanced country
in the world.

These Include countries whose income tax

statues long predate the U.S. income tax system.

It has been

said that the United Kingdom system of "mind and management"

is closely analogous to the provisions of Section 13.
analogy seems faulty.

This

The United Kingdom income tax system

does not recognize arbitrary rules on share ownership, and

gives full recognition to all phases of management and control
- all basic actions necessary to conduct and operate a going

business.
In the United Kingdom system the corporate Income
tax (standard tax) in effect is a tax on the shareholder and

thus there is no real similarity with Section 13.
We believe that it would be an unwise and regressive

step in U.S. tax policy to disregard the corporate entity

recognized under the present U.S. tax system.
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Adoption of this

new principle with respect to foreign corporations would
be discriminatory since it is not generally applicable to all

corporations.

3.

Section 13 would prevent U.S. businesses abroad

from competing on equal terms with similar businesses

con

ducted by nationals of other countries; generally, these

do not impose a home country Income tax on subsidiary in
come from abroad as it is earned.

Most, if not all, of the economically advanced

countries competing with American business in world markets

afford positive tax Incentives to their corporations and
subsidiaries operating and trading abroad; for example,

the U.K. overseas trade concept and the Holland (100%)
and Belgium (80%) tax reductions for overseas income re
mittances.

Section 13 will by taxing (with few exceptions)

reinvested Income of American owned foreign subsidiaries
operating overseas and will place a new burden on such
businesses which will put them at a serious competitive

disadvantage with foreign owned competition, and may cause
our enterprises to lose their share of world markets.

It

appears that enactment of Section 13 would involve the U.S.

in "economic Isolation".

The Congress should provide com

petitive incentives and not place penalties on American

competition.

Legislation such as was contained in H.R.

the Boggs Bill, 86th Congress, would provide these incentives
and preclude "economic Isolation".
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4.

Section 13 will prevent diversification of Am

erican business abroad.

Section 13 provides that (other than by Investment
in less developed countries) to qualify for non-deductability

income in excess of "foreign base company income must be
reinvested in an already established similar trade or bus

iness within a developed country or after 5 years of
seasoning in new business in the same geographic area.

It

is not clear what is meant by a similar trade or business, but
it is amply clear that the proposal will deter American owners

of businesses abroad from expanding operations beyond those
already established prior to December 31, 1962.

It may be

assumed that this provision could be narrowly construed by
the Treasury Department.

Concern has been expressed that it

may prevent a shoe manufacturer from deciding to make shoe

laces, an auto manufacturer from deciding to make tires or
a petroleum company from entering the chemical business. Of

course, such businesses could qualify Investment immediately
by making them in an underveloped country.

This, however,

would frequently be quite unrealistic in the business, since
because of remoteness of supplies, unavailability of labor,

added transportation expenses, and lack of local markets,
as well as exposure to exchange rules.
It seems that few businesses will be able to meet
the requirements for Investment of current earnings earned

after 1963.

The Imposition of U.S. tax on such earnings un

realized by the U.S. parent will be a sufficient deterrent to

54

either starting such businesses or to allowing them to grow

and prosper in a normal manner.

Accordingly, the compet

ition will stultify the growth and perhaps destroy many
U.S. businesses which must either distribute their earnings

or accept an additional tax on U.S. earnings during the
Initial development stage.

It is evident that diversification of American
businesses abroad will be severely restricted.

In our

opinion this is not in the best long-term interest of
the U.S. economy.

Section 13 will violate the spirt and intent of
twenty-one bilateral tax conventions negotiated by the U.S.

Treasury and approved by the U.S. Senate and applicable

to forty-four countries of the Free World.
For the past forty years the U.S. fiscal author

ities have negotiated tax conventions with foreign governments

for avoidance of double taxation.

To date twenty-one such

treaties have been ratified and approved by the Senate of
the United States after careful deliberation, public hear

ings and recommendations by its Committee on Foreign Relations.
All of these tax treaties have recognized that a corporation

is a legal and separate entity and that such corporations

have a recognized court support standing where a legitimate
business purpose is served by its form of organization.

Section 13 in Imputing Income to a corporate shareholder for

U.S. income tax purposes does violence to the sanctity of
the corporate entity and by so doing violates the spirit and

intent of these tax conventions.
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Section 21 provides that

H.R. 10650 overrides all treaty provisions.

The Finance Com

mittee should disapprove this unilateral action in abrogating
long-established tax treaty principles.

It has been said that tax treaties are not affected
by the proposals in H.R. 10650 to provide a U.S. tax on income

earned abroad, since the tax is imposed on the U.S. parent
corporation and not on the foreign subsidiary.
The rationale of this statement appears to be that

since the form of the proposed law does not impose a tax on
the foreign corporation per se, there cannot be a violation

of treaty provisions.

This approach does not seem to be realistic.

While

the Bill may be couched in this language, in many if not
most cases the funds necessary to pay the U.S. tax so com
puted will have to be obtained from the foreign subsidiary

by dividend or otherwise.

The result would be at least that

the U.S. corporation would pay a higher rate of tax on its

income than is provided by the Internal Revenue Code

If

the U.S. corporation incurred a loss for the year in ques
tion, attribution to it of income earned by a foreign subsid

iary would result in effect in a tax on capital.

The actual

fact that the proposed law would impose a tax on the foreign

subsidiary directly is also emphasized by failure to provide
for current recognition of losses of such subsidiaries, and

of carryforward or carrybacks of operating losses.
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6.

Section 13 will superimpose U. S. tax and accounting

systems on foreign systems and create difficult and perhaps
insoluble problems.

Section 13 concerns itself with taxable income of

foreign controlled corporations and adjusted basis of quali
fied and non-qualified Investments by a controlled foreign
corporation.

These terms are generally understood in the

U. S. with respect to specific U. S. tax accounting rules.
Presumably, these rules will be strictly applied in making

Income determinations for controlled foreign corporations
even though accounting records are maintained by such foreign

corporations under their own specific accounting and tax
rules and principles.

For example, depreciation deductions

affecting income determinations and basis of investments
will have to be redetermined for U. S. Income tax purposes

by a U. S. controlling shareholder, although different rules
are followed abroad.

Such information may not be available

nor may the foreign corporations be willing to attempt to

make such determinations at the behest of a U. S. shareholder,
when there is a foreign minority interest.

The U. S.

share

holder will have to use his best judgment in reporting in

come and investment figures from available data which will
conform to U. S. tax accounting rules and practices.

U. S.

taxpayers will be required to maintain auxiliary accounting
records which may not be accurate under U. S. standards.

No provision is made in Section 13 for such contingencies.
Directors of foreign corporations judge and report their re

sults of operations on rules established in their own country

and will not accept U. S. tax and accounting concepts in re
porting to shareholders, American or otherwise.
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It is our opinion that the U.S. tax and account
ing system should not be superimposed on foreign systems and
that legislation such as is envisaged by Section 13, if re

quired, should provide that generally accepted accounting

practices in force in the foreign country be accepted for
U.S. tax purposes.

7.

Section 13 will cause foreign governments to raise

their income tax rates at the expense of the U.S. Treasury.

Some countries are already considering appropriate

action (e.g., Switzerland, Holland, Panama, Colombia) to collect
for their own treasuries the differential between the foreign
and the U.S. income tax, by rate increases to absorb the differ
ential.

Accordingly, the U.S. will lose revenue gains expected

by enactment of Section 13.

In fact, the tax revenues will

ultimately suffer.

8.

The provisions of Section 13 are so complex that dif

ficulty in administration is inevitable.

Consequently, endless

controverises and litigation can be expected, with corrective
legislation required.
Proposed sections 951-958 are extremely complicated

and apparently have been drafted without adequate study and con
sideration.

For example, under proposed section 952 a U.S,

tax will be levied on income derived abroad from patents, copy

rights, and exclusive formulas and processes which are sub
stantially developed, created or produced in the United States.
This income may result from the use or exploitation by a con

trolled foreign corporation of such property right.

The income

from use or exploitation will be considered to be the amount
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which could have been received in an arm’s-length transaction

with an unrelated person.

Without adequate definition it is

not possible to determine where such patents or processes were
substantially developed, what constitutes an exclusive formula

or process, or how an arm’s-length determination of income

could be made if such patent or processes were not usable by

an unrelated person.

American businesses, both here and

abroad, are continually developing through research better
and cheaper products in their established lines of business.

To determine whether and how much income is derived from re

search inside and outside the United States is an impossible

task.
The burden of proof in this situation will be on
the U.S. taxpayer and in this difficult area the taxpayer,

short of litigation, has little defense against arbitrary de
termination by examining agents of the Internal Revenue Service.
9.

Section 13 will tax currently certain annual income

earned abroad but will not recognize current losses which

would be available if Incurred by a U.S. corporation.
There is no provision in Section 13 to provide

relief to U.S. controlling shareholders who must report their
share of annual Income not properly reinvested or distributed

by a controlled foreign subsidiary, in the case of losses abroad.
A subsequent year’s loss would not be recognized to the U.S.
controlling shareholder for U.S. tax refund purposes, since
the section deals with annual taxable income increments.

If

it is assumed that this section is designed to place U.S.-owned
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foreign subsidiaries in the same position vis-a-vis a branch

of a U.S. corporation, it is inadequate since a U.S. branch
operation’s losses are recognized in the computation of U.S.

taxable income.

10.

Section 13 will require U.S. shareholders to pay

tax on imputed income before receipt even though upon actual
receipt such income, because of foreign currency devalua

tions may have been reduced or made valueless in U.S. dollar

terms; there is no provision for refunding

taxes previously

paid.
Section 13 provides new rules in accounting for in

come earned by foreign-controlled corporations and gives no
recognition of the fact that these earnings are received and

accrued in foreign currency.

If part of a foreign corporation’s

annual foreign earnings are imputed to a controlling U. S.
shareholder and U.S. tax paid thereon,past history shows that

it is entirely possible that a large portion of such imputed
Income could be extinguished by a sudden devaluation of foreign
currency value.

Thus, when a distribution is received of such

foreign currency Income and it is converted into U.S. dollar
equivalent a substantial loss would be incurred.

No provision

has been made in this legislation for such loss or recognition

of the resultant overpayment of tax.
11.

Section 13 will severely hamper business investment

abroad because of arbitrary (and changeable) distinctions between
developed and underdeveloped countries where for sound manage

ment, business, and economic reasons U.S. foreign corporate
enterprises operate across international boundaries.
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Section 13 provides different tax effects as to de
veloped and underdeveloped countries.

approach since in many cases

This is an unfortunate

a business may operate across

many boundaries and stimulate growth in all the countries in
which it operates.

To draw distinction between acceptable

and inacceptable investments, country by country, for U.S.

tax reasons seems unsound.

The distinction provided is an

oversimplification, since no clear expression is given as
to the meaning of developed or underdeveloped countries, ex
cept that with limitation the countries in the latter category
are to be announced by Executive pronouncement.

This will

create many uncertainties in business investment since what

is ”underveloped” today may be ’’developed” tomorrow.

Under

this tax concept an investor’s tax liability can be materially

changed by administrative flat despite the fact that he acted
in good faith on the understanding a particular country qual

ified as underveloped.
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SECTION 14

GAIN FROM CERTAIN DISPOSITIONS OF DEPRECIABLE PERSONAL PROPERTY

1.

PROPOSED SECTION SHOULD BE ADOPTED ONLY IN CONNECTION
WITH OVERALL DEPRECIATION REFORM
The recommendations under this section are
submitted to simplify and clarify the pro
visions and to eliminate inequities. How
ever, our committee believes that the
application of the proposal should be
limited to gains resulting from "excessive"
depreciation deductions, but in any event
it should not be adopted apart from a
program of overall depreciation reform.
Moreover, the section considered alone
is not consistent with the Administration’s
stated policy for encouraging business to
invest in new plant facilities.

While our committee approves the general proposition that

"excessive" or "unrealistically high" depreciation deductions
should not result in capital gain to taxpayers, it should be

recognized that not all gains from disposition of depreciable prop

erty reflect recovery of excessive depreciation.

The gain may

be the result of inflation.
The treatment of gain on the disposition of depreciable

property as proposed under section 1245, would be more acceptable

if considered as part of the overall depreciation problem.

The

need for depreciation reform to provide for proper maintenance

of Investments in plant and machinery is essential to the develop
ment and well being of the economy.

Allowances for depreciation

should keep pace with the decline in the value of the dollar to

encourage replacement of obsolete and outworn equipment.

Adoption

of section 1245 without adoption of more liberalized depreciation
allowances would only further discourage American management from

replacing and investing in plant Improvements.
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2.

SECTION 14(a) - PROPOSED SECTION 1245(a)(1)

EFFECTIVE DATE
Ordinary income treatment is applied to dispos
itions of property after the effective date of
the Act, and is based on the depreciation al
lowed for taxable years beginning after Decem
ber 31, 1961. This treatment should be made
applicable only to property acquired after the
effective date.
It is inequitable to subject taxpayers to the rules
of this section with respect to property acquired prior

to the effective date of the Act.

Where property was ac

quired prior to 1962, taxpayers in electing methods of

depreciation, were not aware that gain on the eventual
disposition of the property might be subject to ordinary
income treatment.

In electing methods of depreciation, tax

payers should be afforded the opportunity to evaluate all
facts relating to the election at the time the election is

made.
3.

SECTION 14(a) - PROPOSED 1245(a)(2)
RECOMPUTED BASIS

For the purpose of this section the term
’recomputed basis’ is defined to mean the
adjusted basis of any property recomputed by
adding back depreciation, "whether in respect
of the same or other property" allowed or
allowable to the "taxpayer or to any other
person." The terms 'other property’ or ’other
person’ should be clarified.

Since proposed section 1245(b)(3) excepts from or
dinary Income treatment, dispositions resulting from tax free

transactions, Including transfers by gifts, it is clear that
the ordinary income treatment proposed by section 1245(a)

is intended to be applicable to property which is the subject
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of such transfers.

Also, the explanation of the bill as

prepared by the Staff of the Joint Committee on Internal Rev
enue Taxation, states that ’other persons’ covers cases where

"the basis of the property was carried over from the person
from whom the taxpayer acquired it."

There is no explanation

in the statute of the meaning of "other property".

For the

purpose of clarity, the two terms should be specifically de

fined in the law, and in addition, section 1016 should be
amended with regard to a transferee of depreciable property

to require adjustments necessary to calculate "recomputed

basis".

4.

SECTION 14(a) - PROPOSED SECTION 1245(b)(2)
TRANSFERS AT DEATH
This section excepts from ordinary income treat
ment transfers at death ’except as provided in
section 691.’ If a sale of property takes place
before death which results in income in respect
of the decedent, the property would not be trans
ferred at death. Reference to section 691 is
unnecessary and should be eliminated.

According to the explanation of the Staff of the Joint
Committee on Internal Revenue Taxation, "where the sale has
occurred before death and the Income is treated as income in

respect of a decedent under section 691," the transfer would
not come under the exception of proposed section 1245(b)(2).

Clearly, a sale before death is not a transfer at death, so
that the inclusion of the reference to section 691 is con
fusing and unnecessary.
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5.

SECTION 14(a) - PROPOSED SECTION 1245(c)
ADJUSTMENTS TO BASIS

This section authorizes the issuance of reg
ulations to provide for adjustments to the
basis of property to reflect gain under pro
posed section 1245(a). The statue should
specifically provide that where part or all of
the gain has already been taxed as ordinary in
come as the result of a disposition, the
recomputed basis should be adjusted for the income
previously taxed as ordinary income to avoid dup
lication of ordinary income treatment.

Recomputed basis under proposed section 1245(a)(2)
starts with the adjusted basis of property and adds deprecia

tion, including that claimed by a different taxpayer or with
Therefore, the same deprecia

respect to different property.

tion may be added to the adjusted basis of different tax

payers to produce ordinary income twice, or to the adjusted
basis of different properties of the same taxpayer to produce
the same result.

a.

For example:

’A’ transfers depreciable property to his

wholly-owned corporation in a transaction covered
by section 351.

Because of the receipt of boot,

’A’ has a recognized profit of $5,000 on the trans

action which is taxed as ordinary income under
proposed section 1245(a)(1).

Subsequently, the

corporation disposes of the depreciable property.
In determining the recomputed basis, it would appear
that the corporation might be required to add on

'A’s" depreciation as well as its own, even though

’A’ realized $5,000 of ordinary income on the exchange.
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b.

’A’ exchanges depreciable property for like-kind

depreciable property plus $5,000 of boot in an exchange

Under proposed 1245(b)(4),

governed by section 1031.

'A’ would realize $5,000 of ordinary income on the

exchange.

Subsequently,

’A' sells the depreciable

property received in the exchange.

The add-on to the

recomputed basis of this property would seem to include

the full depreciation claimed on the original property
despite the realization of ordinary income by ’A’ on
the exchange.
The statute should be clarified in order to show that

the ordinary income, if any, realized on the subsequent sales
in each of the above cases is decreased by the ordinary income
realized on the prior exchanges.

6.

SECTION 14(c) - PROPOSED SECTION 167(f)(2)

SALVAGE VALUE
The liberalized salvage value rule applies to
property acquired after the date of enactment.
The new rule should apply in computing deprecia
tion for taxable years beginning after December 31,
1961 with respect to property disposed of after
the effective date of the Act.
Where the property is disposed of after the effective

date of the Act, the excess depreciation resulting from the

reduced salvage value will be subject to ordinary income treat

ment regardless of when it is acquired.

Since ’recomputed

basis’ is computed by adding to adjusted basis, the depreciation

allowed for taxable years beginning after December 31, 1961, the
liberalized salvage value should be applied in computing such

depreciation.
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If the ordinary income treatment of proposed section

1245(a)(1) were to apply only to property acquired after the
effective date of the Act, as recommended in 2 above, this recom

mendation would not be necessary.

Under these circumstances,

the liberalized salvage value should apply only to assets ac

quired after the effective date of the Act.
7.

SECTION 14(e)(4) - PROPOSED SECTION 341(e)(12)
COLLAPSIBLE CORPORATION

In determining whether a corporation is col
lapsible, under sections 341(c) and 341(e), the
adjusted basis of assets is used in applying
the various percentages referred to in the sections.
All such references to adjusted basis should be
changed to "recomputed basis."
Under the collapsible corporation provisions of
sections 341(c) and 341(e) reference is made to the adjusted

basis of assets.

Since a corporation may be subject to ordinary

Income treatment on proposed section 1245 assets when it dis
poses of these assets, the noted sections should be amended

so that ’recomputed basis' is used where applicable.

Thus,

the presumption that a corporation is collapsible under sections

341(c) should only apply if the fair market value of the prop

erty exceeds 120% or more of the 'recomputed basis'.
8.

SECTION 14(e)(4) - PROPOSED SECTION 341(e)(12)
COLLAPSIBLE CORPORATION

In computing gain from sale or exchange of stock
of a collapsible corporation, under section 341,
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ordinary income treatment may be applied to the
shareholder without regard to the application
of proposed section 1245(a) to the corporation.
This should be amended to permit capital gain
treatment on gain which is or will be taxed under
proposed section 1245(a).
Where a collapsible corporation is liquidated or its

stock is sold, the stockholders may be subject to ordinary
income treatment under section 341.

In addition, the corpor

ation could be subject to ordinary Income treatment under
proposed section 1245(a) at the time of liquidation or when
the corporation otherwise disposes of assets.

To mitigate

the harsh result that this Imposes, where section 341 is
applicable, the shareholders should be permitted capital gain
treatment to the extent of the gain attributable to the pro

posed section 1245 assets, reduced by the corporate tax

applicable to the Income subject to proposed section 1245(a)(1).
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SECTION 15

FOREIGN INVESTMENT COMPANIES
1.

SECTION 15(a) - PROPOSED SECTION 1246(c)
TAXPAYER TO ESTABLISH EARNINGS AND PROFITS
It may not be possible for a taxpayer to estab
lish the amount of the accumulated earnings
and profits of the foreign investment company
and the ratable share thereof for the period
during which the taxpayer held stock in the
company.
Proposed section 1246 provides that when an in

vestor sells his stock in a foreign Investment company

(which either is registered in the U.S. or principally

owned in the U.S.) the portion of his gain attributable
to accumulated earnings and profits of the foreign invest
ment company after 1962 will be taxable as ordinary
income.
The burden is placed upon the taxpayer to
establish the amount of accumulated earnings and profits

for the period that he held the stock in the foreign in

vestment company.

However, the term "earnings and profits"

is not defined in the Internal Revenue Code nor is it clear
in the Code or in the proposed Bill what rules will be ap

plicable in the determination of earnings and profits.
Will the U.S. tax rules apply?

2.

SECTION 15(a) - PROPOSED SECTION 1246(e)
STOCK ACQUIRED FROM A DECEDENT

The basis of stock acquired from a decedent
should be reduced only to the extent of the
decedent’s ratable share of earnings and
profits accumulated since December 31, 1962.
Also the provision should not apply to earn
ings and profits accumulated after December 31,
1962 which were subject to an election under
proposed section 1247.
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The proposal requires the reduction of the basis

of stock of a foreign investment company acquired from de
cedent by the amount of the decedent’s ratable share of
the accumulated earnings and profits of such company.

It

would appear that in order to correlate the treatment on
stock passing through an estate with that relating to stock

sold during the life of the holder, it would be necessary

to restrict the reduction in basis to the earnings and

profits accumulated since December 31, 1962.

Also, it would

appear appropriate to provide that the reduction in basis
should not apply with respect to earnings and profits

accumulated after December 31,
1962 which were subject to
an election under proposed section 1247.

SECTION 15(a) - PROPOSED SECTION 1247

3.

CAPITAL GAIN DIVIDENDS
To rectify what probably was an unintended
omission, a provision similar to the "capital
gain dividends" provision for regulated invest
ment companies should be added to the foreign
Investment companies proposal.
Capital gain
dividends may be treated as long-term capital
gains by shareholders of regulated investment
companies.
Proposed section 1247 provides a technique for a

registered foreign investment company to elect tax treatment

which is probably Intended to be substantially identical

with the tax treatment of a U.S. regulated investment company.

This should mean that ordinary dividends would be taxed as
ordinary Income and there would be a "pass through" treat

ment for capital gains.

However, as discussed below, this

result is not achieved as to capital gain dividends actually
distributed.
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Proposed section 1247(c)(2) clearly authorizes a
qualified shareholder to treat the undistributed net long

term capital gains of an electing foreign investment company
as long-term capital gains in his own return.

However, if

an electing foreign Investment company distributes any of
its net long-term capital gains to its shareholders, the

distribution would be ordinary dividends taxed as ordinary

income.

The proposal does not contain a provision comparable

to section 852(b)(3)(B) relating to capital gain dividends
of domestic regulated investment companies.

Shareholders of

regulated Investment companies may treat capital gain

dividends as long-term capital gains.

A similar provision

should be added to section 1247 since its omission probably
was unintended.
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SECTION 16

GAIN FROM CERTAIN SALES OR EXCHANGES
OF STOCK IN CERTAIN FOREIGN CORPORATIONS
1.

SECTION 16 - GENERAL COMMENT
PROPOSED PROVISION UNNECESSARY

There does not appear to be any reasonable found
ation for the proposals with respect to tax
treatment of gain realized on sale or exchange of
shares as provided in section 16 of the Bill. The
proposals go much further than any mere effort to
equate the U.S. tax consequences of operations
abroad through foreign corporations with similar
operations through a U.S. corporation.
The proposed changes provided by section 16 of the
Bill would tax certain U.S. shareholders in full on gain

realized upon sale or exchange of stock in a foreign corpor

ation.

This section of the Bill goes much further than

any mere effort to equate the U.S. tax consequences of
operations abroad through foreign corporations with similar

operations through a U.S. corporation.

The provisions in

section 16 discriminate against the use of foreign corpora
tions quite apart from any motives which may be attached
thereto.

Other parts of the Bill (e.g., section 13) go to

great lengths to assure that all income deemed attributable

to U.S. sources will be taxed to the U.S. shareholders and
that foreign corporations will not be permitted to accumulate
income except for reinvestment to a highly limited degree.
Accordingly, there does not appear to be any reason for the

proposals with respect to tax treatment of gain realized
on sale or exchange of shares as provided in section 16.
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The provisions would create particular hardship in

cases where sales of stock in foreign corporations are

forced by nationalistic policies or laws of certain foreign
countries.

It would also unjustly tax at ordinary rates

gains which would otherwise be subjected to a single capital

gains tax except for the reason that the corporation is a
foreign corporation.

For example, if a corporation in

Canada, or the United Kingdom had distributed currently

all of its earnings and profits over a long period of years
but in connection with a liquidation its properties were

sold, any gains realized by the corporation would be in

cluded in earnings and profits thus subjecting the gain
to the shareholders upon liquidation to ordinary tax in
the United States even though except for the capital gain

on the sale of the properties, there would have been no

earnings and profits.

SUGGESTED MODIFICATION

Although we oppose section 16 and believe that a devia
tion from the normal treatment of redemptions, sales, and
exchanges is unnecessary, the proposed section 1248 would be

less Inequitable if, to the extent of ordinary income treat
ment required, the treatment would be that of a dividend
for all purposes, and a foreign tax credit and foreign tax

deemed paid credit, would be allowed both to the corpora
tion and individual shareholders for both redemptions and
sales or other exchanges.

However, the tax, in any event,

75

would not be less than the tax that would apply if proposed section
1248 were not applicable.

Following are specific problems under the proposal:
2.

SECTION 16(a) - PROPOSED SECTION 1248(a) and (b)
REDEMPTION, LIQUIDATION OR SALE OF STOCK
The tax treatment of gains should be the same
whether the disposition of stock is by re
demption, liquidation, or sale
Section 1248(a) would include in the gross Income of

the U.S. shareholder, as a dividend, the shareholder’s

proportionate part of the earnings and profits accumulated
after February 28, 1913.

In view of the generally pros

pective effective dates contained elsewhere in the Bill,

this retroactive attack on earnings and profits accumulated
in prior years seems unwarranted.
There does not appear to be any reason to distinguish
for tax treatment purposes gains realized upon redemption

or liquidation from gains realized upon sale or exchange by taxing the shareholder in the first instance on his pro

portionate share of all accumulated earnings but limiting
the Impact in the second instance to the earnings accumulated

during the short period of ownership.

Equitably the impact

should be limited in both instances to the earnings accumu

lated during the period of ownership.
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3.

SECTION 16(a) - PROPOSED SECTION 1248(c)
LIMITATIONS

Hardships will be created by application
of constructive ownership rules of proposed
section 955(b) together with the proposed
five-year rule and the 10 percent ownership
rule under proposed section 1248.

The application of the constructive ownership rules

of proposed section 955(b) together with the five-year rule
provided in proposed sections 1248(c)(1) and (2) are bound

to create hardship situations.

The 10 percent rules in

proposed section 1248(c)(2) when separated by as much as

five years from the "control" limitation in proposed sec
tion 1248(c)(1) could be brought into play in such a
variety of ways that the possibilities are inexhaustible.
The provisions of proposed section 1248(c)(3) limit
the amount of earnings and profits taken into account for

proposed section 1248 purposes by excluding amounts pre
viously included in gross income under proposed section 951.

This exclusion, however, is limited to the person making
the sale or exchange.

Conceivably a substantial amount of

the earnings of the foreign corporation could have been

taxed to other shareholders so that the same earnings and
profits are attributable to more than one U.S. taxpayer.
4.

SECTION 16(a) - PROPOSED SECTION 1248(d)
TAXPAYER TO ESTABLISH EARNINGS AND PROFITS

It is unfair to place the burden of determination
of the earnings and profits of the foreign corpor
ation on the taxpayer particularly when "earnings
and profits" is not defined in the Code or in the
Bill.
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3.

SECTION 16(a) - PROPOSED SECTION 1248(c)
LIMITATIONS
Hardships will be created by application
of constructive ownership rules of proposed
section 955(b) together with the proposed
five-year rule and the 10 percent ownership
rule under proposed section 1248.
The application of the constructive ownership rules

of proposed section 955(b) together with the five-year rule
provided in proposed sections 1248(c)(1) and (2) are bound

to create hardship situations.

The 10 percent rules in

proposed section 1248(c)(2) when separated by as much as
five years from the ’’control” limitation in proposed sec

tion 1248(c)(1) could be brought into play in such a
variety of ways that the possibilities are inexhaustible.
The provisions of proposed section 1248(c)(3) limit
the amount of earnings and profits taken into account for

proposed section 1248 purposes by excluding amounts pre

viously included in gross income under proposed section 951.

This exclusion, however, is limited to the person making
the sale or exchange.

Conceivably a substantial amount of

the earnings of the foreign corporation could have been

taxed to other shareholders so that the same earnings and
profits are attributable to more than one U.S. taxpayer.
4.

SECTION 16(a) - PROPOSED SECTION 1248(d)
TAXPAYER TO ESTABLISH EARNINGS AND PROFITS
It is unfair to place the burden of determination
of the earnings and profits of the foreign corpor
ation on the taxpayer particularly when "earnings
and profits" is not defined in the Code or in the
Bill.
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This section places the burden of determination
of the earnings and profits of the foreign corporation on
the taxpayer.

However, the term "earnings and profits"

is nowhere defined in the Internal Revenue Code nor is

it clear in the Code or in the proposed Bill what rules
will be applicable in the determination of earnings and

profits.

(Will the U. S. tax rules apply?

If so, must

the Income be reconstructed since 1913 giving effect to

all of the different U. S. tax rules which have been in
effect since then?)

The proposed amendment does not in

dicate in what fashion the taxpayer must establish the
amount of the earnings and profits.

Accordingly, this

places a virtually impossible burden on the taxpayer and

may be looked upon as a means of forcing a taxpayer to
treat the entire gain as ordinary Income.
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SECTION 19

WITHHOLDING OF INCOME TAX AT SOURCE ON INTEREST,
DIVIDENDS AND PATRONAGE DIVIDENDS

1.

SECTION 19 - GENERAL COMMENT

WITHHOLDING MAY BE UNNECESSARY
The taxpayer identification numbering system and
the establishment of Automatic Data Processing
in the Service appear to make unnecessary the
adoption of a withholding system. Also the
compliance costs to the business community and
to the Government will be heavy.

We are aware that the Internal Revenue Service is in

stalling its ADP system by regions, and that all parts of the

country will not be fully covered for some time.

However, the

Service is actively engaged in a publicity campaign, through

news releases, speeches by the Commissioner and others, etc.
to warn all taxpayers to examine their reporting practices to

be sure that all taxable Income (including specifically dividends

and Interest) are reported on returns for 1961 and subsequent
years.

It is obvious that the Commissioner himself feel that

the mere authority granted by the Congress to establish a number

ing system for taxpayers, and the potential of the ADP system
to ferret out omissions of taxable Income in the dividend and

interest area particularly, will go a long way to reducing or
substantially eliminating the reporting gap.

We believe it is

abundantly clear that the considerable publicity given to the
capabilities of these reporting systems is by itself having a
very significant effect on taxpayer compliance, and that by this

activity alone the under-reporting is being greatly reduced.
It seems to us that the campaign to warn people of the

capabilities of the ADP system can by Itself improve compliance to
a greater degree than the Service actually accepts as obtainable.
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Should the Congress in its judgment decide that a

system of withholding on dividends, etc. must be established,

following are some observations on the provisions of the propo
sal.

SECTION 19(a) - PROPOSED SECTION 3461(c)

2.

AMOUNT OF DIVIDEND UNKNOWN
The withholding agent should be relieved of any
liability for the payment of taxes required to
be withheld when he determines in good faith that
a distribution is not a dividend.

Withholding agents would be required to compute tax

on the entire amount of a distribution where the agent”...is
unable to determine the portion of a distribution which is a
dividend...”

Where a corporation pays a dividen
d at a time

when it does not have prior accumulated earnings or profits,

a withholding agent would have a difficult time determining
the status of the distribution.

The status of the distribution

may not be determinable until the end of the taxable year, or
in the case of audit adjustments not until sometime thereafter.
In view of the liability Imposed on the withholding
agent under proposed section 3481, proposed section 3461(c)

would require withholding where there was any chance that a

distribution might, at some future date, be defined as a "divi
dend”.

Either proposed section 3481 or proposed section 3461(c)

should be amended to relieve the withholding agent of liability
when he determines in good faith that a distribution is not a

dividend.
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3.

SECTION 19(a) - PROPOSED SECTION 3483
EXEMPTION CERTIFICATES

The provision for exemption certificates seems
unnecessary in view of the quarterly refund
procedures.
It would place an undue burden on
the withholding agent.
Exemption certificates may be filed by anyone who

"... reasonably believes that he will not...be liable for the
payment of any tax...”.

The provision for exemption certificates

seems to place an undue burden on the withholding agent, and
it hardly seems necessary in view of the quarterly refund pro

visions of proposed section 3484.

Moreover, it does not seem

appropriate to place the recipients of Interest and dividends
in a preferred position as compared to individuals having wages

subject to withholding.
The expense to the agents in processing exemption cer

tificates and the expense to the Government in verifying the

propriety of the certificates would seem to outweigh any ad
vantage which might accrue as the result of establishing a
The burden to the Government

system of exemption certificates.

will also be great because of filing of Improper exemption cer
tificates, either fraudulently or because of Ignorance on the

part of taxpayers, particularly in view of the provision that
the Treasury will continue to make refunds in future quarters

unless the stockholder notifies it of a change in exemption
status.
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SECTION 20

INFORMATION WITH RESPECT TO CERTAIN
FOREIGN ENTITIES
1.

SECTION 20(a) - PROPOSED AMENDMENT TO SECTION 6038

INFORMATION TO BE FURNISHED BY INDIVIDUALS, DOMESTIC
CORPORATIONS, ETC.
Very broad powers would be granted to the
Secretary or his delegate regarding infor
mation to be furnished with respect to
certain foreign corporations. The proposals
are more complex and onerous than existing
statute and the proposed extension of the
concept of "control” could create many problems
in the submission of data and information not
necessarily needed with respect to foreign
corporations. Moreover, the penalty for failure
to comply is severe in relation to information
requirements.
The Secretary or his delegate would have the right

under the proposals to require a taxpayer to furnish "any
other information which is similar or related in nature to

that specified".

This new element seems unnecessary in view

of the full disclosure which is required under present law
and which may be prescribed by regulations.

Because of the

severe penalties (through reductions of foreign tax credits

otherwise allowable) which would be Imposed in the case of
failure to comply with all the requirements with respect to

any "foreign corporation", all additional Information re
quired should be specified by statute if it is to be required

at all.
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Present law and the proposed law impose penalties
without regard to any intended avoidance of tax and thus may
be considered punitive.

A wholly inadvertent failure to

accurately and completely furnish the required information
could result in a penalty.

Where there is no wilful failure

to furnish the information no penalty should attach.

penalties could be related to the tax avoided.

Civil

The arbitrary

reductions in tax credits called for by any failure on the
part of the”United States person” are beyond the needs of

enforcement.
The proposals relating to (a) ownership rules, not

merely holdings of record, (b) application of constructive
ownership rules, and (c) details with respect to reporting

and circumstances under which "persons” qualify or do not
qualify within the many requirements are complex.

Complex

ities to the development of the Information will burden
industry without real benefit to the Secretary.
2.

SECTION 20(b) PROPOSED AMENDMENT TO SECTION 6046
INFORMATION AS TO ORGANIZATION OR REORGANIZATION
OF FOREIGN CORPORATIONS, etc.
The reporting requirement should be confined
to stockholders, and not to officers or
directors.

It seems particularly inappropriate to require filing

of Information by a person solely because he is a U.S.
citizen.

Many U.S. citizens are officers or directors of

foreign corporations which have no business relations at all

with U.S. enterprises, or only a minimum of such U.S. connec

tions.

Furthermore, even resident citizens who are employees

of a U.S. corporation controlled by a foreign corporation
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may for legitimate business reasons be an officer or direc
tor of the foreign corporation.

Certainly this will be

so with aliens resident in the U.S.

In such cases the U.S.

citizen or resident is unlikely to be even aware of the
reporting requirements proposed, and it is unlikely that he
will be able to obtain the Information required by the
Secretary or his delegate.
We recommend that the requirements of Section 20(b)

be limited to persons with the requisite stock Interest in
the foreign corporation.

The requirement for reporting by 5%

or more stockholders should be sufficient to provide necessary
information to the Treasury Department.
3.

SECTION 20(c) - PROPOSED SECTION 6678

CIVIL PENALTY FOR FAILURE TO FILE RETURN
A civil penalty would be Imposed for failure
to file a return under section 6046 regard
less of whether failure to file was due to
"wilful neglect". Under present law, section
7203, sufficient penalty is imposed for wil
ful failure to file a return.

An additional penalty should not be imposed because
of the other penalties already in the Code. Should section
6046 be amended as proposed, many shareholders could un

knowingly fall to comply with the reporting requirements.

This would be a very severe and unwarranted penalty.
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SECTION 21

TREATIES
1.

SECTION 21 - APPLICABILITY OF SECTION 7852(d)
NON-APPLICABILITY OF TREATY OBLIGATIONS
We believe this "shot-gun” approach to abrogation
of treaty provisions will prove to have an un
fortunate effect on future negotiations of tax
treaties.

Assuming the Bill is enacted in substantially the

form proposed and that this results in conflict between existing
treaty provisions and some of the provisions of the Bill re

lating to taxation of distributions by foreign trusts and

taxation of the income of controlled foreign corporations,
the solution of this problem should be approached on a select

ive and section by section basis.

Over the years the practice

of negotiating tax treaties with various countries has assumed
increasing Importance.

The proposed amendment of section 7852(d)

in this peremptory manner may have serious repercussions in
terms of raising questions as to the good faith of such nego

tiations when they can be negatived by a one-sentence provision
in a subsequent revenue bill.

In any event, the proposal should be made by amendment

to the Code and not merely by interpretation of section 7852(d).
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